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FINANCIAL nghhghts

ARDEN GROUP, INC. aAND CONSOLIDATED SUBSIDIARIES

2003 2002 2001

Sales $ 489,710,000 $ 401,378,000 $ 391,880,000

Operating income 25,458,000 21,644,000 19,377,000

Interest and other income (expense), net 2,446,000 1,644,000 1,926,000

Income before income taxes 27,504,000 23,288,000 21,303,000

Income tax provision 11,323,000 9,356,000 8,432,000

Net income $ 16,581,000 $ 13,932,000 $ 12,871,000
Net income per common share:

$ 491 $ 4.15 $ 3.80

$ 4.90 $ 4.14 $ 3.79
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Arden Group is a holding company which, through

its Gelson’s Markets subsidiary, operates seventeen Gelson’s and
one Mayfair supermarket in Southern California.
Arden Group is headquartered in Compton, California. Its Class A
Common Stock is traded over-the-counter in the

NASDAQ National Market System under the symbol ARDINA.



TO QUR Shaureh@]lders

i e have just finished one of the most challenging yet
V} rewarding years in our history. The strike involving the

iv

LY three major supérmarket chains in our trade area
resulted in a material increase in our sales for the fourth
quarter of last year and the first quarter of this year. The
overnight increase in riew customers put tremendous
pressure on and required long hours of work of our
Associates, as well as the need to hire additional Associates.
This occurred in order to service both our long-term and
new customers with the quality of superior service and
perishable products for which Gelson’s is so well known and
which separates us froin the other supermarkets. It was also
an ongoing challenge to maintain adequate inventory of
merchandise and supplies. Many of our vendors were unable
to fill all of our increased orders. All of our administrative
Associates, to their credit, volunteered their services in order
to meet the immediaté needs at the stores and at our
Distribution Center. Others were working overtime at
ongoing administrative duties. All of our Associates
performed above and beyond the call of duty in meeting the
many challenges. They: are a very special group of individuals

and deserve a special thanks.

The Company had improved earnings in 2003. Basic net
income in 2003 increased to $4.91 per share compared to
$4.15 per share in 2002 reflecting the benefit of higher
fourth quarter sales attributable primarily to the labor
dispute in the Company’s trade area and an additional week

of sales in the 2003 fiscal year.
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;[_J $489,710,000 in 2003. This represents an increase of
22.0% over 2002 salesiof $401,378,000. The shift in

consumer shopping pdtterns primarily caused by the strike

| S‘ | ales from the Company’s 18 supermarkets (all of

i which are locateéd in Southern California) were

resulted in a significant increase in the Company’s sales and
operating income during the fourth quarter of 2003 and
first quarter of 2004. Sales in the 14 weeks of the fourth
quarter of 2003 were $186,205,000 versus $103,901,000 in

the 13 weeks of the fourth quarter of the prior year.

| ~p  he collective bargaining agreement covering the
' majority of the Company’s employees, as well as other

participating employers in Southern California,

expired on October 5, 2003. On October 11, 2003, the
United Food and Commercial Workers Union (“UFCW”)
declared a strike against Vons and, in turn, Albertsons and
Ralphs locked out their UFCW employees. On February
29, 2004, the UFCW announced that employees of these
three major grocery retailers ratified a new contract thereby
ending the labor dispute. Prior to the labor dispute the
Company had agreed with the UFCW to continue
operating under a contract extension and to be bound by all
modifications regarding trust funds and hourly wage rates as
negotiated between the union and the three major grocery
retailers. Gelson’s remained open; its employees elected not
to strike the Company. In March 2004, the employees of our
Company who are members of the UFCW ratified a new
three-year labor contract on terms similar to those reached

by the three major grocery retailers.

The Company anticipates that with the February 2004
contract settlement most former customers of the three
major grocery retailers will in time return to their previous
shopping patterns. The Company anticipates that post-strike
sales will be somewhat greater than comparable pre-strike
levels as a result of the retention of some of the new
shoppers that came to Gelson’s during the labor dispute and
for the first time experienced the overall quality of the
service and perishable products as well as other special
features that Gelson’s ofters. The Company also expects that
costs under the new labor contract will be somewhat less

than during the comparable pre-strike levels.

Delivery, selling, general and administrative (“DSG&A”)
expense as a percent of sales was 38.4% in 2003 compared to
38.1% in 2002. During the labor dispute, the Company
achieved significant economies of scale from incremental
sales. However, these economies were offset by a $4,311,000
charge for impairment of long-lived assets, by higher
contributions to our multi-employer union health care and

pension plans and by an additional one-time contribution of




$5,797,000 to multi-employer union health care plans
arising from the labor dispute. The Company recognized
union health care expense of $21,019,000 in 2003, which
includes the $5,797,000 noted above, compared to
$11,927,000 in 2002. Union pension expense was
$4,787,000 in 2003 compared to $3,086,000 in 2002,

| n June 2003, in an effort to control the substantially
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l increasing workers’ compensation costs, the Company
L_.__.[ terminated its guaranteed cost workers’ compensation
insurance policy and purchased a high deductible workers’
compensation policy. The Company has stop-loss coverage
to limit its loss exposure on a per claim basis. No assurance
can be given that this change will result in a reduction in
workers’ compensation expense or limit future increases. The
Company devotes substantial time and commitment to
maintaining a safe work environment. The ultimate cost of
workers’ compensation is highly dependent upon legal and
legislative changes, the inflation rates of health care costs and

the Company’s ability to manage claims.

The supermarket business in Southern California continues
to become more and more competitive with big box
nonunion stores such as Wal-Mart, Costco and Target
expanding their grocery departments as well as their

presence.

In addition to the challenges of everyday business, Arden
Group is now devoting considerable administrative time and
expenses complying with the documentation now required
under the Sarbanes-Oxley Act. This is in addition to the
excessive cost of workers’ compensation as well as other
expenses that are unique to companies doing business in

California.

n August 2003, the Company established a regular
| quarterly dividend of 25 cents per share of Class A

Common Stock and 22.5 cents per share of Class B

Common Stock. The Company has declared dividends in

each class of stock since the third quarter, and anticipates

payment of comparable dividends in future quarters.

The Company continues to remodel and upgrade our
existing stores and to look for new locations that meet the
demographic requirements required for a Gelson’s
supermarket. Many areas of Southern California meet the
necessary population and disposable income requirement,
but identifying available space at acceptable rents and other
costs within these populated areas has become even more
difficult. Nonetheless, the Company continues to evaluate

new store locations.

For more information please refer to the Consolidated
Financial Statements in this report and to the Form 10-K

which is available from the Company upon request.

he Company’s directors and I would like to thank our

it | Associates for their outstanding contribution in

making 2003 so successful. We would also like to
thank our loyal customers for their continued confidence in
us to provide them with a truly unique grocery shopping
experience, our suppliers and you, our shareholders, for your

continued trust and support.

We are looking forward to another challenging but

rewarding year.

Coaf /i

Bernard Briskin
President and Chief Executive Officer

April 2, 2004




rive veam screeven Financial Data

ARDEN GrouP, INC. AND CONSOLIDATED SUBSIDIARIES

(Dollar Amounts in Thousands, Except Share and Per Share Data) 2003 2002 2001 2000 1999

Operations For The Yeat:

Sales $ 489,710 $ 401,378 $ 391,880 $ 359,994 $ 324,168
Gross profit 213,329 174,462 165,578 149,110 131,722
Operating income ‘ 25,458 21,644 19,377 19,205 16,397
Other income (expense}, net 2,446 1,644 1,926 1,019 1,009
Income tax provision 11,323 9,356 8,432 8,240 5,946
Net income $ 16,851 $ 13,932 $ 12,871 $ 11,984 $ 11,460
Net income per share - jbasic $ 4.91 $ 4.15 $ 3.80 $ 3.41 $ 3.20
Net income per share - diluted $ 4.90 $ 4.14 $ 3.79 $ 3.41 $ 3.20

Financial Position At Year-End:

Total assets $ 186,972 $ 138,971 $ 122,834 $ 118,279 $ 111,337
‘Working capital 70,147 48,892 27,975 27,504 24,735
Long-term debt 2,038 2,283 3,134 6,735 8,322
Stockholders’ equity 115,000 99,027 33,389 75,953 68,337

Capital expenditures 5,752 4,023 10,066 9,882 19,630

Other Statistics:

Depreciation and amortization $ 8,126 $ 8,139 $ 7,872 $ 6,719 $ 5824
Dividends declared per common share $ 50

Basic weighted average shares outstanding 3,379,443 3,355,020 3,389,234 3,513,028 3,585,472
Diluted weighted average shares outstanding 3,380,524 3,365,961 3,398,671 3,515,117 3,585,472

All years are 52 weeks except 2003 which is 53 weeks.



Management’s Discussion and Analysis
OF FINANGCIAL CONDITION AND RESULTS OF OPERATIONS

ARDEN GRoOUP, INC.

[ <z o he Private Securities Litigation Reform Act of 1995 provides
1 { * a safe harbor for forward-looking statements made by or on
‘ !} behalf of Arden Group, Inc. (the “Company™). Certain
statements contained in Management’s Discussion and Analysis, in
other parts of this report and in other Company filings are forward-
looking statements. These statements discuss, among other things,
future sales growth, operating results and financial condition.
Forward-looking statements reflect the Company’s current plans and
expectations regarding important risk factors and are based on

information currently available to us.

The Company cautions readers that any forward-looking statements
contained in this report or made by the management of the
Company involve risks and uncertainties, and are subject to change
based on various important factors. The following factors, among
others, could affect the Company’s financial results and could cause
the Company’s financial performance to differ materially from the
expectations expressed in any forward-looking statement made by

or on behalf of the Company:

o the strength of the U.S. economy, in particular, the economic
conditions in Southern California;

o the effects of and changes in fiscal policies and laws, as well as,
changes in accounting policies and practices;

o inflation or deflation;

o potential business disruptions from acts of terrorism or national
emergencies;

e the impact of fluctuations in the Company’s stock price on
compensation expense;

o the ability of vendors, including Unified Western Grocers, Inc.,
to continue providing products and services in a timely manner;

o consolidations in the supermarket industry and competition
from other supermarkets and food retailers, some of which are
non-union;

° the ability to renew current leases at favorable rates;

o the ability of the Company to materially increase sales at its
Pasadena store;

° implementation of a major construction project at the Century
City Shopping Center and the effect of such project when
implemented on the Gelson’s store located in the center;

° the amount of future premium increases incurred by the
Company in order to maintain current levels of insurance
coverage;

¢ the financial impact of the Company’s termination of its
guaranteed cost workers’ compensation policy and the resulting
change to self-insurance with stop-loss coverage for workers’

compensation claims;

AND CONSOLIDATED SUBSIDIARIES

> the impact of the Company’s workers’ compensation safety
records and claims experience and any changes to the insurance
indusery’s rating process and premium schedules on workers’
compensation stop-loss coverage;

° the adequacy of self-insurance reserves for reported claims and
incurred but not reported clains;

o the impact of uninsured losses;

o the terms of new labor contracts;

e the impact of any violation of environmental laws, regulations or
lease provisions;

o the retirement of existing senior management;

e the term of any future suspension and subsequent reinstatement
of multi-employer union pension contributions, the number of
hours worked by the applicable union employees, the required
rate of contribution and the future rate of return received by the
union pension plans on their investments;

> changes in the Company’s health care costs;

° any changes in assumptions or market conditions that could
affect management’s estimate of future cash flows when

evaluating assets for impairment.

Results of Operations

2003 Compared to 2002

- ,4

f he results of operations for the 53 weeks ended January 3,
E | 2004 compared to the 52 weeks ended December 28, 2002
L2 reflects the pervasive impact of a labor dispute in the
Company’s trade area that commenced October 11, 2003 and
concluded February 29, 2004. The collective bargaining agreement
covering the majority of the Company’s employees, as well as other
participating employers in Southern California, expired on
October 5, 2003. On October 11, 2003, the United Food and
Commercial Workers (“UFCW?”) declared a strike against Vons and
in turn, Albertsons and Ralphs locked out their UFCW employees.
On February 29, 2004, the UFCW announced that employees of
these three major grocery retailers ratified a new contract thereby
ending the labor dispute. Prior to the labor dispute the Company
had agreed with the UFCW to continue operating under a
contract extension and to agree to be bound by all modifications
regarding trust funds and hourly wage rates as negotiated between
the UFCW and the three major grocery retailers. In return, the
UFCW agreed not to strike the Company. Gelson’s remained
open; its employees elected not to strike the Company.



In a vote held on March 24-25, 2004, employees of the Company
who are members of the UFCW ratified a new labor contract on

terms similar to those reached by the three major grocery retailers.
The new labor contract expires in March 2007.

The labor dispute resulted in a temporary shift in consumer
shopping patterns as many customers of the three major grocery
retailers chose to shop at other grocery retailers. This shift in
consumer shopping patterns resulted in a significant increase in the
Company’s sales and operating income during the fourth quarter
of 2003 and first quarter of 2004. The Company anticipates that
with the February 2004 icontract settlement most former
customers of the three major grocery retailers will in time return
to their previous shopping patterns but that the Company’s post~
strike sales will be somewhat greater than comparable pre-strike
levels as a result of the rétention of some of the new shoppers that
came to Gelson’s during: the labor dispute. The Company also
expects that costs under the new labor contract will be somewhat

less than during the comparable pre-strike levels.

Income before income taxes in 2003 increased 19.8% to
$27,904,000 compared to $23,288,000 during 2002 reflecting the
benefit of higher fourthquarter sales attributable primarily to the
labor dispute in the Company’s trade area and an additional week
in the 2003 fiscal year. Operating income increased 17.6% to
$25,458,000 in 2003 compared to $21,644,000 in 2002.

Sales from the Company’s 18 supermarkets (all of which are
located in Southern California) were $489,710,000 in 2003. This
represents an increase of 22.0% over 2002, when sales were
$401,378,000. The sales increase is primarily attributable to the
labor dispute in the Company’s trade area and the additional week
included in the 2003 fis¢al year.

Under generally accepted accounting principles (“GAAP”), the
Company reviews the carrying values of its property, plant and
equipment to evaluate whether any of those assets are impaired.
Based on such review, the Company recorded a $4,311,000
impairment on long-lived assets related to its Pasadena store that
opened in September 2001. The impairment charge, a component
of delivery, selling, general and administrative expenses, reduces the
carrying value of the impaired assets to current estimated fair
value. Although sales at the Pasadena store temporarily increased
during the labor dispute discussed above, they have continually
been below management’s expectations since the store’s opening,
and expectations are that sales will not materially increase from

pre-strike levels. In the Spring of 2005, the Company has the right,

under certain circumstances, to terminate the Pasadena lease
which, if exercised, would result in an additional write-off of fixed

assets as well as certain other costs.

The Company’s gross profit as a percent of sales was at 43.6% in
2003 compared to 43.5% in 2002. Overall, the gross profit

percentage remains consistent with the prior year.

Delivery, selling, general and administrative (“DSG&A”) expense as
a percent of sales was 38.4% in 2003 compared to 38.1% in 2002.
During the labor dispute, the Company achieved significant
economies of scale from incremental sales. These economies were
offset by the $4,311,000 Pasadena impairment charge, $5,797,000
in health care contributions arising from the labor dispute and
higher contributions to our multi-employer union health care and
pension plans in 2003. The Company recognized union health care
expense of $21,019,000 in 2003, which includes the $5,797,000
noted above, compared to $11,927,000 in 2002. Union pension
expense in 2003 ran $4,787,000 in 2003 compared to $3,086,000
in 2002.

The new collective bargaining agreement ratified by employees of
Vons, Ralphs and Albertsons eliminates the health care mainte-
nance of benefits obligation included in the prior agreement. The
same agreement was ratified by Gelson’s employees. The expired
agreement provided that if health care maintenance of benefits is
eliminated in a successor collective bargaining agreement, employ-
ers are required to contribute an amount sufficient to restore the
total cash reserves to an amount equal to the unpaid health care
claims liability. The labor dispute resulted in a depletion of funds in
the multi-employer health and welfare trust fund. The Company
has been assessed $5,797,000 to pay union health care claims and
restore trust fund reserves to the required levels. This $5,797,000
has been reflected as a charge to income in the fourth guarter of
2003 and is included as a component of the $21,019,000 union

health care expense for 2003 presented above.

The Company contributes to several multi-employer union pen-
sion plans. Contributions to the union pension plan covering the
majority of the Company’s employees have been periodically sus-
pended and reinstated in recent years. Pension plan contributions
were suspended for two months in 2003 and six months in 2002.
Pension payments are dependent upon straight-time hours worked

and the required rate of contribution.




In June 2003, in an effort to control the substantially increasing
workers’ compensation costs, the Company terminated its guaran-
teed cost workers’ compensation insurance policy and purchased a
high deductible workers’ compensation policy. The Company has
stop-loss coverage to limit its loss exposure on a per claim basis.
No assurance can be given that this change will result in a reduc-
tion in workers’ compensation expense or limit future increases.
The Company devotes substantial time and commitment to main-
taining a safe work environment. The ultimate cost of workers’
compensation is highly dependent upon legal and legislative trends,
the inflation rates of health care costs and the Company’s ability to
manage claims. Self-insurance accruals for losses up to the
purchased stop-loss coverage are based on reported claims and an
estimate of claims incurred but not reported. The Company is also
primarily self-insured for losses related to general and auto liability
claims for up to $250,000 per claim. Accruals are based on report-
ed claims and an estimate of claims incurred but not reported.
‘While the ulimate amount of claims incurred is dependent on
future developments, in management’s opinion, recorded reserves

are adequate to cover the future payment of claims.

The Company also carries property, business interruption,
fiduciary, directors and officers, crime, earthquake, special event
and employee practices liability insurance. Management believes,
based on recent and past experience, that current insurance

coverage meets the reasonable requirements of the Company.

Stock-based compensation, under the stock appreciation rights
(“SARs”) program, is subject to variable accounting in accordance
with Financial Accounting Standards Board (“FASB”)
Interpretation No. 28, “Accounting for Stock Appreciation Rights
and Other Variable Stock Option or Award Plans.” Changes in the
market price of the Company’s Class A Common Stock impacts
the compensation charge related to SARs. Assuming the
Company’s stock price remains at the January 2, 2004 closing price
of $76.65, the Company anticipates 2004 SARs compensation
expense of approximately $157,000 on an after tax basis related to
the additional vesting of SARs. For the fiscal year ended January 3,
2004, SARs compensation expense was $740,000 compared to
$481,000 in fiscal 2002. Each dollar increase or decrease in the
Company’s stock price will result in approximately $18,000 after
tax compensation expense or expense reduction to the extent
compensation expense was previously recognized, respectively. The
above estimates are based on the number of outstanding SARs as
of January 2, 2004. The exercise of these SARs or the grant of
additional SARs could cause the estimates to vary. On January 20,
2004, the Company granted SARs covering 10,000 shares to each

of the five non-employee members of the Board of Directors at a
base price of §77.50 per share, the fair market value of the Class A
Common Stock on that date.

During 2003, the Company procured approximately 21% of its
product through Unified Western Grocers, Inc. (“Unified”), a gro-
cery cooperative. As a member-patron, the Company is required to
provide Unified with certain minimum deposits and credit in order
to purchase product from the cooperative. As of January 3, 2004,
the Company had approximately $2,223,000 on deposit with
Unified. The minimum deposit requirement is satisfied through a
combination of cash, credit and ownership of equity shares in
Unified. In Fiscal 2003, the Company recorded $169,000 in
patronage dividends income received in the form of equity shares
in Unified.

Interest and dividend income was $1,768,000 in 2003 compared to
$1,867,000 for 2002 primarily due to lower interest rates in 2003

offset in part by higher levels of investments.

Interest expense decreased to $272,000 in 2003 from $321,000 in
2002 primarily due to the termination of a capital lease obligation
in June 2002.

Other income includes gains realized on investments of $950,000
and $98,000 in 2003 and 2002, respectively.

Unrealized gains on investments were $114,000 (net of income tax
expense of $78,000) in 2003 compared to unrealized gains of
$885,000 (net of income tax expense of $608,000) in 2002.

The effective income tax rate was 40.6% in 2003 compared to
40.2% in 2002.

A major road improvement project is under construction along
Santa Monica Boulevard in West Los Angeles, California, which is
estimated to last approximately two more years. At some times
during the construction schedule, construction will occur directly
in front of, or very close to, the Century City Shopping Center,
where Gelson’s has its Century City store. It can be expected that
the sales of the Century City store will be negatively impacted
during the period when the construction is at or near the Century
City Shopping Center, but that access to the shopping center is
expected to be improved once the roadway project has been

completed. In addition, the landlord of the Century City Shopping



Center has discussed with Gelson’s the landlord’s plans for a major
construction project which would result in the relocation of the
movie theaters, food court and other tenants to newly constructed
areas immediately adjacent to the Gelson’s store. Those plans also
include the expansion of the Gelson’s store. The preliminary phase
of that construction begdn in March 2004. The Company does
not know how long thisiproject will take. The project plans are still
being developed. The Company expects that the sales of the
Century City store will be negatively affected during this
construction. Although the Company also expects that the parking
for Gelson’s customers would be adversely affected by relocating
the theaters, food court dnd other tenants to the immediate
vicinity of the Gelson’s store, it also anticipates that the relocation
will increase foot traffic in the vicinity of the store and that the
expanded store with additional facilities and services and the

increased foot traffic will increase the number of customers.

During 2003, the Company repurchased and retired 4,942 shares
of Class A Common Stotk for an aggregate purchase price of
approximately $296,000.

2002 Compared to 2001

75| ncome before income taxes in 2002 increased 9.3% to
|| $23,288,000 compared to $21,303,000 during 2001.

{ | Operating income jincreased 11.7% to $21,644,000 in 2002
compared to $19,377,000 in 2001.

Sales from the Company/s 18 supermarkets (all of which are
located in Southern California) were $401,378,000 in 2002. This
represented an increase of 2.4% over 2001, when sales were
$391,880,000. The majority of the sales increase was attributable to
the opening of the Pasadena store in September 2001. Same store

sales increased 1.0% in 2002 compared to the prior year.

In September 2001, the Company opened a Gelson’s Market in
a multi-use center in Pasadena, California which has performed
significantly below management’s expectations. Since sales at the
Pasadena store had not materially increased and are not expected
to materially increase from pre-strike levels, the Company deter-
mined during the fourthi quarter of 2003 that its fixed assets at that
store had become impaired (see Management’s Discussion and
Analysis of Financial Condition and Results of Operations
(“MD&A”) 2003 Compared to 2002). The Company has the
right, under certain circumstances, to terminate its lease in the
Spring of 2005 which would result in a significant write-off of

fixed assets and other costs.

The Company’s gross profit as a percent of sales was at 43.5% in
2002 compared to 42.3% in 2001. Product pricing decisions,
increased buying allowances and, to a limited extent, lower supply

costs contributed to the increase in margins.

DSG&A expense as a percent of sales was 38.1% in 2002 com-
pared to 37.3% in 2001. Effective May 2002, the Company’s
contributions to a multi-employer union pension plan were rein-
stated for a period of six months. As described below, payments to
the union pension plan had been suspended since late 1999.The
additional cost related to the contribution reinstatement was
approximately $1,638,000 in 2002. DSG&A expense as a percent
of sales also increased in 2002 due in part to the inclusion of the
Pasadena store for a full fiscal year. In addition, an increase in
workers’ compensation premiums and union health care costs
contributed to the rise in DSG&A expense. Compensation
expense relating to SARs decreased from $1,223,000 in 2001 to
$481,000 in 2002.

The Company contributes to several multi-employer union pen-
sion plans. Contributions to the union pension plan, covering a
majority of the Company’s employees, were suspended in 1999. In
May 2002, the Southern California United Food & Commercial
Workers Unions and the Food Employers Joint Trust Funds (the
“Trust”) reinstated, for six months, the contribution requirement
for all companies with employees belonging to these unions.
Contributions to the multi-employer union pension fund were
suspended by the Trust for hours worked during the four-month
period beginning November 2002 and ending February 2003 and
reinstated for hours worked commencing March 2003. During the
six-month reinstatement period in fiscal 2002, the Company
incurred average incremental monthly expense of approximately
$273,000. The actual pension payment is dependent upon straight-

time hours worked and the required rate of contribution.

Stock-based compensation is subject to variable accounting in
accordance with FASB Interpretation No. 28, “Accounting for
Stock Appreciation Rights and Other Variable Stock Option or
Award Plans.” As a result, changes in the market price of the
Company’s Class A Common Stock impacts the compensation
charge related to SARs. Based on the number of outstanding SARs
as of December 28, 2002, each dollar increase or decrease in the
Company’s stock price results in approximately $23,000 after tax
compensation expense or expense reduction to the extent

compensation expense was previously recognized, respectively.

The Company purchased guaranteed cost workers’ compensation
insurance from October 1995 through mid-June 2003. In June

2003, the Company terminated its guaranteed cost insurance and




purchased a high deductible workers’ compensation policy (see
MD&A 2003 Compared to 2002). Effective October 2002, the
annual premium for workers’ compensation increased $1,900,000
over the prior year due primarily to the expiration of a low
premium policy and to industry-wide price increases. Earlier in
2002, California passed legislation effective January 2003, aimed at
reforming the workers’ compensation insurance system in the state.
The Company is unable to predict how this legislation will impact
the insurance industry’s rating process and, ultimately, the long-
term effect on future premiums. The Company devotes substantial
time and commitment to maintaining a safe work environment
and continues to review opportunities to contain workers’

compensation insurance costs.

The Company is primarily self-insured for losses related to general
and auto liability claims for up to $250,000 per claim. Accruals are
based on reported claims and an estimate of claims incurred but
not reported. The Company’s liability reserve for unpaid and
incurred but not reported claims at December 28, 2002 was
approximately $1,057,000. While the ultimate amount of claims
incurred are dependent on future developments, in management’s
opinion, recorded reserves are adequate to cover the future

payment of claims.

The Company also carries property, business interruption,
fiduciary, directors and officers, crime, earthquake, special event
and employee practices liability insurance. Management believes,
based on recent and past experience, that current insurance

coverage is adequate to meet the requirements of the Company.

During 2002, the Company procured approximately 22% of its
product through Unified, a grocery cooperative. As a member-
patron, the Company is required to provide Unified with certain
minimum deposits and credit in order to purchase product from
the cooperative. As of December 28, 2002, the Company had
approximately $1,418,000 on deposit with Unified. The minimum
deposit requirement is satisfied through a combination of cash,
credit and ownership of equity shares in Unified. In September
2002, Unified’s Board of Directors authorized a quasi-reorganiza-
tion that eliminated its accumulated deficit in retained earnings
and restated assets and liabilities to their fair values. Unified’s Board
of Directors adopted an equity enhancement plan for its 2002
fiscal year. Under the equity enhancement plan, member-patrons
received five-year low interest bearing subordinated patronage
dividend certificates in lieu of amounts previously paid in cash
and Class B shares. In 2002, the Company earned approximately
$149,000 in subordinated patronage dividend certificates. The
Company has elected to not recognize the 2002 patronage

dividend as income until the certificates are redeemed.

Interest and dividend income was $1,867,000 in 2002 compared to
$2,166,000 for 2001 primarily due to lower interest rates in 2002.

Interest expense decreased to $321,000 in 2002 from $596,000 in
2001 primarily due to the prepayment of fixture financing debt in
October 2001.

Other income includes gains realized on investments of $98,000
and $383,000 in 2002 and 2001, respectively.

Unrealized gains on investments were $885,000 (net of income tax
expense of $608,000) in 2002 compared to unrealized losses of
$652,000 (net of income tax benefits of $449,000) in 2001.

A major road improvement project has commenced along Santa
Monica Boulevard in West Los Angeles, California, which is
estimated to last approximately three years. At some times during
the construction schedule, construction will occur directly in front
of, or very close to, the Century City Shopping Center, where
Gelson’s has its Century City store. It can be expected that the
sales of the Century City store will be negatively impacted during
the period when the construction 15 at or near the Century City
Shopping Center, but that access to the shopping center is expect-
ed to be improved once the roadway project has been completed.
In addition, the landlord of the Century City Shopping Center has
discussed with Gelson’s the landlord’s plans for a major construc-
tion project which would result in the relocation of the movie
theaters and other tenants to newly constructed areas immediately
adjacent to the Gelson’s store. Those plans also include the
expansion of the Gelson’s store. The preliminary phase of that
construction began in March 2004. The Company does not know
how long this project will take. The project plans are still being
developed. The Company expects that the sales of the Century
City store will be negatively affected during this construction.
Although the Company also expects that the parking for Gelson’s
customers would be adversely affected by relocating the theaters
and other tenants to the immediate vicinity of the Gelson’s store, it
also anticipates that the relocation will increase foot traffic in the
vicinity of the store and that the expanded store with additional
facilities and services and the increased foot traffic will increase the

number of customers.

During 2001, the Company repurchased and retired 109,927 shares
of Class A Common Stock for an aggregate purchase price of
approximately $4,783,000. All shares were repurchased in private
transactions with sellers not affiliated with the Company. In
addition, 1,000 and 4,400 shares of Class B Common Stock were
exchanged for Class A Common Stock shares during 2002 and
2001, respectively.




Liquidity and Capital Resources

¢ | he Company has an ongoing program to remodel existing

. supermarkets and to add new stores. During the fifty-three
L' ] weeks ended Januany 3, 2004 (“Fiscal 20037), total capital
expenditures were $5,752,000. As of January 3, 2004, authorized
expenditures on incompléte projects for the purchase of property,
plant and equipment totaled approximately $3,242,000. Of this
total, approximately $2,383,000 has been contractually committed.

The Company is subject to a myriad of environmental laws, regu~
lations and lease covenants with its landlords regarding air, water
and land use, products for sale, and the use, storage and disposal of
hazardous materials. The Company believes it substantially
complies, and has in the past substantially complied, with federal,
state and local environmental laws and regulations and private
covenants. The Company cannot, at this time, estimate the expense
it ultimately may incur in connection with any current or future
violations; however, it believes any such claims will not have a
material adverse impact on either the Company’s consolidated

financial position, results of operations or cash flows.

The Company’s current ¢ash position including investments, the
lines of credit and net cash provided by operating activities are the
primary sources of fundsiavailable to meet the Company’s capital
expenditures and liquidity requirements. See Note 8 of Notes to
Consolidated Financial Statements for a description of the
Company’s credit lines.

The Company’s working capital was $70,147,000 at January 3,
2004 compared to $48,892,000 at December 28, 2002.

During Fiscal 2003, the Company generated approximately
$52,550,000 cash from operating activities. Current liabilities at the
end of Fiscal 2003 increased $29,441,000 over the prior year. Cash
flows from operating activities resulted primarily from net income

plus non-cash expenses and changes in working capital.

Net cash used in investing activities was $10,661,000 for Fiscal
2003. Investing activities |primarily reflects capital expenditures on

retail stores and purchases of investments.

Net cash used in financing activities was $453,000 for Fiscal 2003.
Financing activities include the purchase and retirement of
Company stock, cash dividend payments, principal payments on
capital lease obligations dand proceeds from the exercise of stock

options.

The Company's total liabilities to equity ratio increased to .63 at
January 3, 2004 from .40 at December 28, 2002 reflecting the
impact of higher current liabilities with increased sales and the
Company’s obligation to pay $5,797,000 in additional union health
care contributions arising from the labor dispute. The Company’s
current ratio was 2.15 at January 3, 2004 compared to 2.56 at
December 28, 2002.

The Company’s cash position, including investments, at the end of
2003 was $105,441,000 compared to $57,727,000 at the end of
2002. Current labilities at the end of Fiscal 2003 increased
$29,441,000 over the prior year. Cash not required for the imme-
diate needs of the Company has been temporarily invested in
commercial paper, marketable securities and a limited partnership
that invests primarily in publicly traded, high yield bonds. All
temporary investments are highly liquid except for the limited
partnership investment of approximately $2,500,000 which allows
for withdrawals on a quarterly basis. See Notes 1 and 2 of Notes to
Consolidated Financial Statements. The Company is continually
investigating opportunities for the use of these funds including
new locations and the expansion and remodeling of its super-

market operations.

The following table sets forth the Company’s contractual cash

obligations and commercial commitments as of January 3, 2004,

Contractual Cash Obligations

Less Than After
(In Thousands) Total 1 Year 1-3 Years 4-5 Years 5 Years
7% Subordinated
Income Debentures
Due September 2014
Including Interest $ 2,174 § 86 $ 172 & 172 8§ 1,744
Capital Lease
Obligations Including
Interest 1,288 347 695 246 .
Operating Leases 101,674 7,704 14,872 13,562 65,536
Total Contractual
Cash Obligations $105,136 $8,137  §15,739  $13,980 $67,280
Other Commercial Commitments
Less Than After
(In Thousands) Total 1 Year 1-3 Years 4-5 Years 5 Years
Standby Letters of
Credit (1} $ 4,494  §4,494

(1) The standby letters of credit are maintained pursuant to the Company’s insurance
programs.




In April 2003, the Company announced a stock repurchase pro-
gram, authorized by the Board of Directors, to purchase from time
o time up to 100,000 shares of its Class A Common Stock in the
open market or in private transactions. The timing, volume and
price of purchases are at the discretion of the management of the
Company. During 2003, the Company purchased and retired 4,942
shares of its Class A Common Stock for an aggregate purchase
price of approximately $296,000.

Critical Accounting Policies

he preparation of financial statements in conformity with

GAAP requires management to make estimates and assump-

tions about future events that may affect the reported
amounts of assets, liabilities, revenues and expenses, as well as the
disclosure of contingent assets and liabilities. Management has
established accounting policies that they believe are appropriate in
order to reflect the accurate reporting of the Company’s operating
results, financial position and cash flows. The Company applies
these accounting policies in a consistent manner. Management
bases their estimates on historical experience, current and expected
economic conditions and various other factors that management
believes to be reasonable under the circumstances. These estimates
and assumptions form the basis for making judgments about the
carrying values of assets and liabilities that are not readily apparent
from other sources. The Company reevaluates these significant fac-
tors and makes adjustments where facts and circumstances dictate.
Future events and their effects cannot be determined with absolute

certainty, and therefore actual results may differ from estimates.

Management believes that the following accounting policies are
the most critical in the preparation of the Company’s financial
statements because they involve the most difficult, subjective or
complex judgments about the effect of matters that are inherently

uncertain.
Investments

Investments are accounted for under the provisions of Statement of
Financial Accounting Standards No. (“SFAS”) 115, *Accounting
for Certain Investments in Debt and Equity Securities.”
Management determines the appropriate classification of its invest-
ments in marketable securities at the time of purchase and
reevaluates such determination at each balance sheet date. Debt

securities for which the Company does not have the intent or

ability to hold to maturity and equity securities are classified as
available-for-sale investments and any unrealized gains and losses
are included as a separate component of stockholders’ equity.

Inventories

Supermarket nonperishable inventories are stated at the lower of
cost or market, with cost determined using the last-in, first-out
(“LIFO”) method. Perishable inventories are valued at the lower of
cost on a first-in, first-out (“FIFO”) method or market.

The Company estimates inventory adjustments based on historical
experience derived from periodic physical inventories. Allowances
for inventory adjustments are recorded based on these estimates to

properly reflect inventory at the balance sheet date.
Impairment of Long-Lived Assets

The Company monitors the carrying value of long-lived assets for
potential impairment each quarter whenever events or changes in
circumstances indicate the carrying value of an asset may not be
recoverable. Impairment is determined by comparing projected
undiscounted cash flows to be generated by the asset to its carrying
value. If impairment is identified, a loss would be recorded equal to

the excess of the asset’s net book value over the asset’s fair value.
Workers’ Compensation and General and Auto Liability Insurance

The Company is primarily self-insured for losses related to work-
ers’ compensation and general and auto Lability claims. The
Company purchases stop-loss coverage to limit its loss exposure on
a per claim basis. Accruals are based on reported claims and an
estimate of claims incurred but not reported. While the ultimate
amount of claims incurred are dependent on future developments,
in management’s opinion recorded reserves are adequate to cover

the future payment of claims.
Revenue Recognition

The Company recognizes revenue at the time of sale. Discounts
given to customers are recorded at the point of sale as a reduction
of revenues. The Company maintains a bad debt allowance for
receivables from vendors and Gelson’s credit card sales. Valuation

reserves are adjusted periodically based on historical recovery rates.



Merchandise Costs

Vendor rebates, credits and promotional allowances that relate to
the Company’s buying and merchandising activities, including
lump-sum payments asso¢iated with long-term contracts, are
recorded as a component of merchandise costs as they are earned

in accordance with the underlying agreement.
Stock Options and Stock Appreciation Rights

The Company accounts for its Stock Option Plan using the intrin-
sic value based method prescribed in Accounting Principles Board
Opinion No. (“APB”) 25, “Accounting for Stock Issued to
Employees.” Accordingly, no compensation cost has been recog-
nized in the Company’s Statements of Operations and
Comprehensive Income for fiscal years 2003, 2002 or 2001. SFAS
123, “Accounting for Stock-Based Compensation,” (as amended by
SFAS 148, “Accounting for Stock-Based Compensation-Transition
and Disclosure”) encourages adoption of a fair value based method
for valuing the cost of stock-based compensation. However, it
allows companies to use the intrinsic value based method
prescribed by APB 25 and disclose pro forma net earnings and
earnings per share in accordance with SFAS 123.

Stock-based compensation under the stock appreciation rights
program is subject to variable accounting in accordance with FASB
Interpretation No. 28, “Accounting for Stock Appreciation Rights
and Other Variable Stock: Option or Award Plans.” As a result,
changes in the market price of the Company’s Class A Common

Stock impacts compensation expense.

Recent Accounting Standards

Ty | nApril 2003, the FASB issued SFAS 149, “Amendment of
Statement 133 on Derivative Instruments and Hedging

; Activities.” SFAS 149 amends and clarifies financial account-
ing and reporting for derivative instruments, including certain
derivative instruments embedded in other contracts and for
hedging activities under SFAS 133, “Accounting for Derivative
Instruments and Hedging Activities.” This statement is effective for
contracts entered into orimodified after June 30, 2003. The adop-
tion of this standard did not have any impact on the Company’s
consolidated financial statements as the Company has not entered

into hedging or derivative contracts.
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Effective the first quarter of 2003, the Company adopted
Emerging Issues Task Force Issue No. (“EITF”) 02-16,
“Accounting by a Customer (including a Reseller) for Certain
Consideration Received from a Vendor.” EITF 02-16 addresses
how a retailer should account for vendor credits and cash
consideration received from a vendor. Adoption of the provisions
of EITF 02-16 did not have a significant impact on the Company’s

consolidated financial statements.

In November 2003, the Emerging Issues Task Force reached a
consensus on EITF 03-10, “Application of EITF 02-16 by
Resellers to Sales Incentives Oftered to Consumers by
Manufacturers.” EITF 03-10 addresses the accounting for manu-
facturer sales incentives offered directly to consumers, including
manufacturer coupons. EITF 03-10 is effective for the first interim
period beginning after November 25, 2003. Adoption of the
provisions of EITF 03-10 will not have an impact on the

Company’s consolidated financial statements.

Quantitative and Qualitative Disclosures about
Market Risks

[

he Company currently has no bank debt or fixture financing.

; If the Company should obtain financing or draw on its exist-
L ing lines of credit, which bear interest at the bank’s reference
rate or the bank’s adjusted LIBOR rate plus an index up to 1.2%,
the Company could then be exposed to market risk related to

interest fluctuations.

A change in market prices exposes the Company to market risk
related to its investments which totaled $33,844,000 as of January
3, 2004. A hypothetical 10% drop in the market value of these
investments would result in a $3,384,000 unrealized loss and a
corresponding decrease in the fair value of these instruments. This
hypothetical drop would not affect cash flow and would not have

an impact on earnings until the Company sold the investments.




comsowimaten Balance Sheets

ARDEN GrROuUP, INC.

(In Thousands, Except Share and Per Share Data)

AND CONSOLIDATED SUBSIDIARIES

January 3, 2004

December 28, 2002

Assets

Current assets;

Cash and cash equivalents $ 71,597 $ 30,161
Investments 33,844 27,566
Accounts and notes receivable, net 6,761 5,544
Inventories 16,997 14,542
Other current assets 1,783 2,473
Total current assets 130,982 80,286
Property held for resale or sublease 51 51
Property, plant and equipment, net 45,637 52,454
Deferred income taxes 7,010 2,066
Other assets 3,292 4,114
Total assets $ 186,972 $ 138,971
Liabilities and Stockholders’ Equity
Current liabilities:
Accounts payable, trade $ 22,797 $ 15,306
Other current liabilities 37,793 15,868
Current portion of long-term debt 245 220
Total current liabilities 60,835 31,394
Long-term debt 2,038 2,283
Deferred rent 4,473 3,782
Orther liabilities 4,626 2,485
Total liabilities 71,972 39,944
Commitments and contingent liabilities (Note 16)
Stockholders’ equity:
Common Stock, Class A, §$.25 par value; authorized 10,000,000 shares;

3,374,868 and 3,355,935 shares issued and outstanding for 2003

and 2002, respectively, including 1,357,200 treasury shares 844 839
Common Stock, Class B, $.25 par value; authorized 1,500,000 shares;

1,363,584 shares issued and outstanding 341 341
Capital surplus 5,547 4,362
Unrealized gain on investments 346 232
Retained earnings 111,675 97,006

118,753 102,780

Treasury stock, 1,357,200 shares at cost (3,753) (3,753)
Total stockholders’ equity 115,000 99,027
Total liabilities and stockholders’ equity $ 186,972 $ 138,971

The accompanying notes are an integral part of these consolidated financial statements.
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CONSOLIDATED STRATEMENTS O©F
Operations and Comprehensive Income

Arpen GRoOuP, INC, AND CONSOLIDATED SUBSIDIARIES

(In Thousands, Except Share and Per Share Data) 2003 2002 2001
Sales $ 489,710 $ 401,378 $ 391,880
Cost of sales 276,381 226,916 226,302
Gross profit 213,329 174,462 165,578
Delivery, selling, general and administrative expenses 187,871 152,818 146,201
Operating income 25,458 21,644 19,377
Interest and dividend income 1,768 1,867 2,166
Other income (expense), net 950 98 356
Interest expense (272) (321) (596)
Income before income taxes 27,904 23,288 21,303
Income tax provision 11,323 9,356 8,432
Net income $ 16,581 § 13,932 $ 12,871
Other comprehensive income (loss), net of tax:
Unrealized gain (loss) from investments:
Unrealized holding gains (losses) arising during the period 568 732 (680)
Reclassification adjustment for realized (gains) losses included
in net income (454) 153 28
Net unrealized gain |(loss), net of income tax expense
(benefit) of $78 for 2003, $608 for 2002
and ($449) for 2001 114 885 (652)
Comprehensive income $ 16,695 $ 14,817 $ 12,219
Net income per common share:
Basic $ 491 $ 4.15 $ 3.80
Diluted $ 4.90 $ 4.14 $ 3.79
Weighted average common shares outstanding:
Basic ‘ 3,379,443 3,355,020 3,389,234
Diluted 3,380,524 3,365,961 3,398,671

The accompanying notes are an iintegral part of these consolidated financial statements.




CONSOLIDATED STATEMENTS OF Stockholders’]Equity'

ARDEN GROUP, INC. AND CONSOLIDATED SUBSIDIARIES

(In Thousands, Except Share Data) 2003 2002 2001
Common Stock, Class A:
Balance, beginning of year $ 839 $ 835 3 862
Purchase and retirement of common stock (4,942
shares in 2003 and 109,927 shares in 2001) (1) (28)
Shares issued under Stock Option Plan (14,750 shares) 6 4
Exchange of stock 1
Balance, end of year 844 839 835

Common Stock, Class B:

Balance, beginning of year 341 341 342
Exchange of stock ¢}
Balance, end of year 341 341 341

Capital surplus:

Balance, beginning of year 4,362 3,680 3,766
Purchase and retirement of common stock (5) (86)
Shares issued under Stock Option Plan 1,190 682

Balance, end of year 5,547 4,362 3,680

Notes receivable from officer/director:

Balance; beginning of year 0 (135) (135)
Principal received 135
Balance, end of year 0 0 (135)

Unrealized gain (loss) on investments:

Balance, beginning of year 232 (653) (1)
Net unrealized gain (loss) 114 885 (652)
Balance, end of year 346 232 (653)

Retained earnings:

Balance, beginning of year 97,006 83,074 74,872
Net income 16,581 13,932 12,871
Dividends to common stockholders (1,622)
Purchase and retirement of common stock (290) (4,669)
Balance, end of year 111,675 97,006 83,074
Stockholders’ equity before treasury stock 118,753 102,780 87,142
Treasury stock, at cost (3,753) (3,753) (3,753)
Total stockholders’ equity $ 115,000 $ 99,027 $ 83,389

The accompanying notes are an integral part of these consolidated financial statements.
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CONSOLIDATED STATEMENTS OF Cash IF]IOWS

ARrRDEN GRrRouP, INC.

AND CONSOLIDATED SUBSIDIARIES

(In Thousands) 2003 2002 2001
Cash flows from operating activities:
Cash received from customers $ 488,562 § 402,847 $ 392,698
Cash paid to suppliers and employees (430,982) (369,881) (364,624)
Interest and dividends received 1,472 1,604 1,935
Interest paid (258) (331) (627)
Income taxes paid (6,244) (8,706) (9,800)
Net cash provided' by operating activities 52,550 25,533 19,582
Cash flows from investing activities:
Capital expenditures (5,752) (4,023) (10,066)
Purchases of investments (11,836) (21,667) (4,637)
Sales of investments 6,828 14,686 282
Proceeds from the sale of property, plant and
equipment 99 68 54
Net cash used in investing activities (10,661) (10,936) (14,367)
Cash flows from financing activities:
Purchase and retirement of Company stock (296) (4,783)
Principal payments on long-term debt (4,762)
Principal payments under capital lease obligations (220) (250 (257)
Loan payments received from officer/director 135
Proceeds from exercise of stock options 874 576
Cash dividends paid 811)
Net cash provided by (used in) financing activities (453) 461 (9,802)
Net increase (decrease) in cash and cash equivalents 41,436 15,058 (4,587)
Cash and cash equivalents at beginning of year 30,161 15,103 19,690
Cash and cash equivalents at end of year $ 71,597 $ 30,161 $ 15,103

The accompanying notes are an integral part of these consolidated financial statements.




2003 2002 2001
Reconciliation of Net Income to Net Cash Provided
by Operating Activities:
Net income 16,581 § 13,932 $ 12,871
Adjustments to reconcile net income to net cash
provided by operating activities:
Depreciation and amortization 8,126 8,139 7,872
Provision for losses on accounts and
notes receivable (20) 58
Loss on impairment of long-lived assets 4311
Net loss (gain) from the disposal of property,
plant and equipment 33 (19) 44
Realized loss (gain) on investments, net (950) (98) (383)
Tax benefic of stock option transactions 232 110
Stock compensation expense 90
Changes in assets and liabilities net of effects from
noncash investing and financing activities:
(Increase) decrease in assets:
Investments (128) (143) (182)
Accounts and notes receivable (1,217) 1,450 940
Inventories (2,455) 206 (1,334)
Other current assets 690 1,071 (547)
Other assets 822 178 (404)
Increase (decrease) in liabilities:
Accounts payable and other accrued expenses 28,605 572 1,092
Deferred income taxes (5,022) (698) (1,488)
Deferred rent 691 724 761
Other liabilities 2,141 129 282
Net cash provided by operating activities 52,550 $ 25,533 § 19,582

The accompanying notes are an integral part of these consolidated financial statements,
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NOtéS TO CONSOLIDATED FINANCIAL STATEMENTS

ARDEN GROUP, INC.

1. Accounting Policies
Basis of Presentation and Business Description

The consolidated financial statements of Arden Group, Inc. (the
“Company”) include the accounts of the Company and its direct
and indirect subsidiaries.!All intercompany accounts and transac-
tions are eliminated in cénsolidation. The Company operates 18

supermarkets in Southern California.
Fiscal Year

The Company operates on a fiscal year ending on the Saturday
closest to December 31. Fiscal years for the consolidated financial
statements included herein ended on jJanuary 3, 2004 (53-weeks),
December 28, 2002 (52-weeks) and December 29, 2001
(52-weeks).

The following is a summiary of significant accounting policies fol-

lowed in the preparation of these consolidated financial statements.
Cash and Cash Equivalents

The Consolidated Statements of Cash Flows classify changes in cash
and cash equivalents (short-term, highly liquid investments readily
convertible into cash with an original maturity at date of purchase
of three months or less) according to operating, investing or financ-
ing activities. At times, cash balances held at financial institutions are
in excess of federally insured limits. The Company places its tempo-
rary cash investments with high credit, quality financial institutions
and limits the amount of credit exposure to any one financial insti-
tution. The Company believes no significant concentration of credit

risk exists with respect to these cash investments.
Investments

The Company invests in marketable securities including mutual
funds and debt and equity securities. Marketable securities are
stated at market value as determined by the most recently traded
price of each security at the balance sheet date. All marketable
securities are defined as available-for-sale investments under the
provisions of Statement of Financial Accounting Standards No.
(“SFAS”) 115, “Accounting for Certain Investments in Debt and
Equity Securities.”

Management determines the appropriate classification of its

investments in marketable securities at the time of purchase and

AND CONSOLIDATED SUBSIDIARIES

reevaluates such determination at each balance sheet date. Debt
securities for which the Company does not have the intent or
ability to hold to maturity and equity securities are classified as
available-for-sale. Investments are carried at fair value, with the
unrealized gains and losses, net of tax, reported as a separate com-
ponent of stockholders’ equity. The cost of investments sold is
determined based on the specific identification method.

In January 2001, the Company invested $2,500,000 in a limited
partnership that invests primarily in publicly raded, high yield
bonds. The holding represents less than a 3% interest and the
Company does not have the ability to exercise significant influence
over the operating and financial policies of the partnership.
Consequently, the investment is accounted for under the cost

method. The partnership allows withdrawals on a quarterly basis.
Accounts and Notes Receivable

The Company monitors vendor receivables and extensions of
credit on an ongoing basis and has not experienced significant
losses related to its receivables. At January 3, 2004, the Company
did not have significant credit risk concentrations. No single group
or customer represents greater than 2% of total accounts and notes
receivable. Issuance costs related to Gelson’s charge cards are not

significant and are expensed as incurred.
Inventories

Supermarket nonperishable inventories are stated at the lower of
cost or market, with cost determined using the last-in, first-out
(“LIFO”) method. Perishable inventories are valued at the lower of

cost on a first-in, first-out (“FIFO”) method or market.

The Company estimates inventory adjustments based on historical
experience derived from periodic physical inventories and other
factors. Allowances for inventory adjustments are recorded based
on these estimates to properly reflect inventory at the balance
sheet date.

Property Held for Resale or Sublease

It is the Company’s policy to hold for sale or sublease property

considered by management as excess and no longer necessary for
the operations of the Company. The aggregate carrying values of
such owned property is periodically reviewed for impairment and

adjusted, when appropriate.




Property, Plant and Equipment

Property, plant and equipment is recorded at cost. Depreciation is
provided on the straight-line method over the estimated useful

lives of individual assets or classes of assets as follows:

Buildings and improvements 5to 15 years

Store fixtures and office equipment 3to 8 years

Transportation equipment 2to 5 years

Machinery and equipment 3 to 10 years

Improvements to leased properties are amortized over their esti-
mated useful lives or lease period, whichever is shorter. Leasehold

interests are amortized over the initial lease term.

Leased property meeting certain capital lease criteria is capitalized
and the present value of the related lease payments is recorded as a
liability. Amortization of capitalized leased assets is computed on
the straight-line method over the shorter of the estimated useful

life or the initial lease term.

Normal repairs and maintenance are expensed as incurred.
Expenditures which materially increase values, change capacities or
extend useful lives are capitalized. Replacements are capitalized and
the property, plant and equipment accounts are relieved of the
items being replaced. The related costs and accumulated deprecia-
tion of disposed assets are eliminated and any gain or loss on

disposition is included in income.
Impairment of Long-Lived Assets

The Company monitors the carrying value of long-lived assets for
potential impairment each quarter whenever events or changes in
circumstances indicate the carrying value of an asset may not be
recoverable. Impairment is determined by comparing projected
undiscounted cash flows to be generated by the asset to its carrying
value. If impairment is identified, a loss would be recorded equal to

the excess of the asset’s net book value over the asset’s fair value.
Fair Value of Financial Instruments

The carrying values of cash and cash equivalents, accounts receiv-
able, accounts payable and accrued liabilities approximate fair values
because of the short-term maturity of these instruments. The fair
value of long-term debt closely approximates its carrying value.
The Company uses quoted market prices, when available, or

discounted cash flows to calculate these fair values.

Workers” Compensation and General and Auto Liability Costs

In June 2003, the Company terminated its guaranteed cost workers’
compensation policy and purchased a high deductible workers’ com-
pensation policy. Accordingly, the Company is primarily self-insured
for losses related to workers’ compensation and general and auto
liability claims. The Company maintains stop-loss coverage to limit
its Joss exposure on a per claim basis. Accruals are based on reported
claims and an estimate of claims incurred but not reported. The
Company’s liability reserve for unpaid and incurred but not reported
claims at January 3, 2004 was approximately $3,763,000. While the
ultimate amount of claims incurred are dependent on future devel-
opments, in management’s opinion, recorded reserves are adequate to

cover the future payment of claims.
Revenue Recognition

The Company recognizes revenue at the time of sale. Discounts
given to customers are recorded at the point of sale as a reduction
of revenues. The Company maintains a bad debt allowance for
receivables from vendors and Gelson’s credit card sales. Valuation

reserves are adjusted periodically based on historical recovery rates.
Merchandise Costs

Vendor rebates, credits and promotional allowances that relate to
the Company’s buying and merchandising activities, including
lump-sum payments associated with long-term contracts, are
recorded as a component of merchandise costs as they are earned

in accordance with the underlying agreement.
Stock Options and Stock Appreciation Rights

The Company uses the intrinsic value method prescribed by
Accounting Principles Board Opinion No. 25,“Accounting for
Stock Issued to Employee,” to account for employee stock options.
Under this method, because the exercise price of the stock options
equals the market price of the underlying stock on the date of the
grant, no compensation expense is recognized. The table below
presents pro forma results for the current and prior years, as if the
Company had used the alternate fair value method of accounting
for stock-based compensation, prescribed by SFAS 123,
“Accounting for Stock-Based Compensation” (as amended by
SFAS 148, “Accounting for Stock-Based Compensation —
Transition and Disclosure”). Under this pro forma method, the fair
value of each option grant was estimated at the date of grant using
the Black-Scholes option-pricing model and was recognized over
the vesting period.




(In Thousands, Except Net Income Per Share) 2003 2002 2001
Net income, as reported $16,581 §13,932 $12,871
Deduct total stock-based compensation

expense determined underithe fair

value method, net of tax 21) (84) (93)
Net income, pro forma $16,560 $13,848 $12,778
Basic net income per

common share, as reported $ 491 $ 4.15 $ 3.80
Basic net income per

common share, pro forma $ 490 $ 413 $ 3.77
Diluted net income per

common share, as reported $ 490 $ 4.14 $ 379
Diluted net income per

conunon share, pro forma $ 4.90 § 411 § 3.76

The weighted average fair value at date of grant for options issued
in 2000 was $12.50 per option. The fair value of options at date of
grant was estimated using the Black-Scholes option-pricing model

with the following weighted average assumptions:

Risk-free interest rate 6.54%
Expected dividend yield 0%
Expected option life 4 years
Expected stock price volatlity 44.3%

The effects of applying SFAS 123 for the pro forma disclosures are
not necessarily indicative of the effects expected on current or
future net income and basic net income per common share as the
valuations are based on highly subjective assumptions about the

future, including stock price volatility and exercise patterns.

Stock-based compensation under the stock appreciation rights
(“SARs”) program is subject to variable accounting in accordance
with Financial Accounting Standards Board (“FASB”)
Interpretation No. 28, “Accounting for Stock Appreciation Rights
and Other Variable Stock Option or Award Plans.” As a result,
changes in the market price of the Company’s Class A Common
Stock impacts the SARs compensation charge.

Environmental Costs

Costs incurred to investigate and remediate contaminated sites are

expensed as incurred.
Store Opening Costs

Noncapital expenditures:incurred in opening a new store are

expensed as incurred.
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Advertising and Sales Promotion Costs

Advertising and sales promotion costs are expensed as incurred and
totaled $2,844,000, $2,760,000 and $3,187,000 in 2003, 2002 and
2001, respectively.

Rental Expense

Rental payments on operating leases are recorded over the lease
term as they become payable or receivable except rental payments
on leases with scheduled rent increases which are recognized on a

straight-line basis over the term of the lease.
Income Taxes

Deferred tax liabilities and assets are determined based on the dif-
ference between the financial statement and tax bases of assets and
liabilities, using enacted tax rates in effect for the year in which the

differences are expected to reverse.
Net Income Per Share

Basic net income per share is computed by dividing the net
income attributable to common stockholders by the weighted
average number of common shares outstanding during the period.
Diluted net income per share is computed by dividing the net
income attributable to common shareholders by the weighted-
average number of common and common equivalent shares
outstanding during the period. Common share equivalents includ-
ed in the diluted computation represent shares issuable upon

assummed exercise of stock options using the treasury stock method.

The following table reflects the calculation of basic and diluted net

income per common share:

(In Thousands, Except Share and Per Share Data) 2003 2002 2001
Net income per common share — Basic
Net income § 16,581 § 13,932 § 12,871
Weighted average shares outstanding 3,379,443 3,355,020 3,389,234
Net income per common share —
Basic $ 491 § 415 § 3.80
Net income per commion share — Diluted
Net income § 16,581 $§ 13,932 § 12,871
Weighted average shares outstanding 3,379,443 3,355,020 3,389,234
Dilutive impact of options outstanding 1,081 10,941 9,437
Weighted average shares
outstanding dilutive 3,380,524 3,365,961 3,398,671
Net income per common share -
Diluted $ 490 § 414 § 3.79




Use of Estimates

The preparation of financial statements in conformity with
accounting principles generally accepted in the United States
requires management to make estimates and assumptions for the
reporting period and as of the financial statement date. These esti-
mates and assumptions affect the reported amounts of assets and
liabilities, the disclosure of contingent liabilities and the reported
amounts of revenues and expenses. Actual results could differ from

these estimates.
Impact of Recently Issued Accounting Standards

In April 2003, the FASB issued SFAS 149, “Amendment of
Statement 133 on Derivative Instruments and Hedging Activities.”
SFAS 149 amends and clarifies financial accounting and reporting
for derivative instruments, including certain derivative instruments
embedded in other contracts and for hedging activities under
SFAS 133, “Accounting for Derivative Instruments and Hedging
Activities.” This statement is effective for contracts entered into or
modified after June 30, 2003. The adoption of this standard did not
have any impact on the Company’s consolidated financial state-
ments as the Company has not entered into hedging or derivative

contracts.

Effective the first quarter of 2003, the Company adopted
Emerging Issues Task Force Issue No. (“EITF”) 02-16,
“Accounting by a Customer (including a Reseller) for Certain
Consideration Received from aVendor.” EITF 02-16 addresses
how a retailer should account for vendor credits and cash consider-
ation received from a vendor. Adoption of the provisions of EITE
02-16 did not have a significant impact on the Company’s

consolidated financial statements.

In November 2003, the Emerging Issues Task Force reached a
consensus on EITF 03-10, “Application of EITF 02-16 by
Reesellers to Sales Incentives Offered to Consumers by
Manufacturers.” EITF 03-10 addresses the accounting for manufac-
turer sales incentives offered directly to consumers, including
manufacturer coupons. EITF 03-10 is effective for the first interim
period beginning after November 25, 2003. Adoption of the provi-
stons of EITF 03-10 will not have an impact on the Company’s

consolidated financial statements.
2. Investments

Marketable securities are shown on the accompanying balance
sheet at their fair value. The investment in 2 limited partnership
that invests primarily in publicly traded, high yield bonds is
accounted for under the cost method as the Company owns less
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than 3% of the partnership and does not have the ability to exer-

cise significant influence over the operating and financial policies

of the partnership. The fair market value of the Company’s invest-
ment in the limited partnership was approximately $3,942,000 at

December 31, 2003. The partnership allows withdrawals on a

quarterly basis.

Unrealized Fatr
(In Thousands) Cost Gain (Loss) Value
As of January 3, 2004:
Investments:
Mutual funds $26,755 $ 186 $26,941
United States government securities 1,994 16 2,010
Debt securities 2,010 383 2,393
Limited partnership (1) 2,500 2,500
Total $33239 $ 585  $33,844
As of December 28, 2002:
Investments:
Mutual funds $21,825 § (89) 821,736
Equity securities 985 245 1,230
Debt securities 1,863 237 2,100
Limited partnership (1) 2,500 2,500
Total $27,173 & 393  $27,566

(1) The Company follows the cost method of accounting for this investment. Accordingly,
the fair value reflects the cost basis.

The contractual maturities of available-for-sale debt securities at

January 3, 2004 are as follows:

Antortized Fair
(In Thousands) Cost Value
Due after one year through three years $2,010 $2,393

Realized net gains (losses) from the sale of securities were
$843,000, ($211,000) and ($44,000) in 2003, 2002 and 2001,

respectively.

3. Accounts and Notes Receivable, Net

(I Thotisands) January 3, 2004 Deceniber 28, 2002
Accounts receivable, trade $3,899 $3,827
Notes receivable 96 116
Other accounts receivable 2,946 1,807
6,941 5,750

Less: Allowance for doubtful accounts
and notes receivable (180) (206)
$6,761 $5,544

There was no provision for doubtful accounts and notes receivable
in 2003. The provision in 2002 and 2001 was approximately
$20,000 and $58,000, respectively.

4. Inventories

Inventories valued by the LIFO method totaled $13,880,000 in
2003, $11,601,000 in 2002 and $11,779,000 in 2001. Inventory




balances would have been $3,399,000, $3,186,000 and $3,440,000
higher at the end of 2003, 2002 and 2001, respectively, if they had
been stated at the lower of FIFO cost or market. The LIFO effect
on net income and basic, net income per common share was a
decrease of approximately $126,000 (8.04 per share), an increase of
$150,000 ($.04 per share) and a decrease of $111,000 ($.03 per
share) in 2003, 2002 and 2001, respectively.

5. Significant Supplier

During 2003, the Company procured approximately 21% of its
product through Unified Western Grocers, Inc. (“Unified”), a
grocery cooperative. As ajmember-patron, the Company is required
to provide Unified with ¢ertain minimum deposits and credit in
order to purchase product from the cooperative. As of January 3,
2004, the Company had approximately $2,223,000 on deposit with
Unified. The minimum deposit requirement is satisfied through a
combination of cash, credit and ownership of equity shares in
Unified.

6. Property, Plant and Equipment

(In Thousands) January 3, 2004 December 28, 2002

Land 8§ 8,584 $ 8,110
Buildings and improvements 9,693 9,693
Store fixtures and office equipment 36,065 35,417
Transportation equipment 2,664 2,796
Machinery and equipment 1,236 1,001
Leasehold improvements 39,206 42,153
Leasehold interests 4,538 4,538
Assets under capital leases 3,058 3,058
Assets under construction 488 1,410
105,532 108,176

Accumulated depreciation and amortization (59,895) (55,722)
$ 45,637 $ 52,454

As of January 3, 2004, approximately $19,258,000 of property, plant
and equipment (at cost) was fully depreciated and is still being used in
operations. As of January 3, 2004, the Company has recorded

$2,636,000 in accumulated amortization for assets under capital lease.

In the fourth quarter of Fiscal 2003, the Company recorded a
$4,311,000 pre-tax impairment on long-lived assets related to its
Pasadena retail store. Salés at Pasadena have been below manage-
ment’s expectations since the store’s initial opening in September
2001. During the fourth' quarter of 2003, a labor dispute in the
Company’s trade area temporarily resulted in improved sales at
Pasadena, however, sales remain at levels below management’s
expectations and are anticipated to decline significantly from strike
levels at the conclusion of the labor dispute. The impairment
charge, a component of delivery, selling, general and administrative
expenses, reflects the difference between the carrying value of the

Pasadena assets and the estimated fair value, which was based on

the discounted future cash flows using a risk-free interest rate.

7. Other Current Liabilities

(In Thousands) January 3, 2004 December 28, 2002

Employee compensated absences § 4,612 $ 4,487
Taxes (including taxes collected from others
of $2,461 and $1,556, respectively) 14,857 3,771
Payroll 1,803 1,322
Employee benefits 9,039 2,083
Other 7,482 4,205
$ 37,793 § 15,868
8. Long-Term Debt
Current Non-Current
January 3, December 28, Jantiary 3, December 28,
(In Thousands) 2004 2002 2004 2002
Obligations under capital
leases $ 245 $ 220 $ 810 $ 1,055
7% Subordinated income
debentures due
September 1, 2014 1,228 1,228
$ 245 $ 220 $ 2,038 $2,283

At January 3, 2004, the approximate principal payments required
on long-term debt for each fiscal year are as follows:

(In Thousands)
2003

$273

2014
$1,228

2006
$304

2007
$233

The Company has bank revolving lines of credit in the amount of
$10,000,000 which expires in August 2004 and $3,000,000 which
expires in October 2004. Borrowings bear interest at the bank’s
prime rate or the adjusted LIBOR rate plus an index up to 1.2%.
At the end of 2003 and 2002, there were no amounts borrowed
against either of the revolving lines of credit.

Debentures: The indenture relating to the 7% subordinated income
debentures (“7% Debentures”), due September 1, 2014, provides for
interest payable semi-annually on March 1 and September 1 to the
extent that current annual net income is sufficient therefor, or at the
discretion of the Company, out of available retained earnings. No
accrued interest was in arrears as of January 3, 2004. The debentures

are recorded at face value which approximates its fair value,
9. Capital Stock
Class A Common Stock: The Company is authorized to issue

10,000,000 shares of Class A Common Stock, par value $.25 per
share. At January 3, 2004 and December 28, 2002, shares issued




were 3,374,868 and 3,355,935, respectively, including 1,357,200
treasury shares. During 2003 and 2001, the Company purchased
and retired 4,942 and 109,927 shares of its Class A Common Stock
for an aggregate purchase price of approximately $296,000 and
$4,783,000, respectively. The Class A Common Stock has one vote
per share on all matters on which stockholders are entitled to vote

or consent.

Class B Common Stock: The Company is authorized to issue
1,500,000 shares of Class B Common Stock, par value $.25 per
share. At January 3, 2004 and December 28, 2002, there were
1,363,584 shares, issued and outstanding. The Class B Common
Stock has ten votes per share on virtually all matters on which
stockholders are entitled to vote or consent. Transfer of Class B
Common Stock is restricted to other Class B stockholders and
certain other classes of transferees. Class B Common Stock is
convertible, at the option of the holder, into Class A Common
Stock on a share-for-share basis. The Class B Common Stock is
also automatically converted into Class A Common Stock under
certain circumstances, including upon the transfer of such stock to
a transferee other than another Class B stockholder and certain
other classes of transferees. 1,000 and 4,400 shares of Class B
Common Stock were exchanged for Class A Common Stock
during 2002 and 2001, respectively. Cash or property dividends
on Class B Common Stock are restricted to an amount equal to
90% of any dividend paid on Class A Common Stock.

Supplemental Cash Flow Information: On January 20, 2004, the
Company paid a regular quarterly cash dividend of 25 cents per
share on Class A Common Stock and 22.5 cents per share on Class
B Common Stock, aggregating $811,000, to stockholders of record
on December 31, 2003.

10. Stock Options and Stock Appreciation Rights

In 1998, the Company adopted a Non-Officer and Non-Director
Stock Option Plan (the “Stock Option Plan”) which inidally
provided for the granting of stock options to key employees to
purchase up to 35,000 shares of the Company’s Class A Common
Stock. The Stock Option Plan was amended in 2000 to increase
the number of shares available thereunder to an aggregate of
70,000 shares. The objective of the Stock Option Plan is to attract
and retain quality personnel and to promote the success of the
Company by providing employees the opportunity to share in its
growth. These options vest at 25% per year beginning at the end
of the first year and expire five years from the date of grant. The
exercise price of stock options granted under the Stock Option
Plan is equal to the fair market value of the Company’s Class A
Common Stock on the date of grant.

The Company also has granted SARs covering shares of the
Company’s Class A Common Stock to non-employee directors,
officers and certain employees of the Company. Each SAR entitles
the holder to receive upon exercise thereof the excess of the fair
market value of a share of Class A Common Stock on the date

of exercise over the fair market value of such share on the date
granted. The SARs vest 25% each year beginning at the end of the

first year and expire five years from the date of grant.

Stock options and SARs transactions during the past three years

have been as follows:

SARs
Officers and Non-Employee
Stock Options Employees Directors
Weighted Weighted Weighted
Options  Average Price SARs  Average Price SARs  Average Price
Outstanding as of
December 29,2001 41,500 $36.97 20,000 $34.53 50,000 £32.85
Exercised 14,750 $39.07 12,500 $36.72 17,500  $29.06
Qutstanding as of
December 28, 2002 26,750 §35.81 7,500 $30.89 32,500  $34.89
Granted 64,500 §71.88 10,000 $34.25
Exercised 23,875 $36.62 3,125 $33.44 13,250  $29.06
Forfeitures 875 $29.06
Qutstanding as of
January 3, 2004 2,000 $29.06 68,875 $69.16 29,250  §$44.15
Exercisable as of
January 3, 2004 1,875 6,750
Awailable for grant
as of January 3,
2004 28,500 N/A N/A

The following table summarizes information about the Company’s
stock options and SARs outstanding at January 3, 2004:

Options Ouistanding Options Exercisable

Weighted
Average Weighied Weighted
Remaining Average Average
Range of Number  Contractuial Exercise Number Exercise
Exercise Price Quistanding Life Pricc Exercisable Price
Stock Options
$29.06 2,000 1.2 years $29.06
SARs — Officers & Employees
$29.06 4,375 1.2 years $29.06 1,875 $29.06
$60.50 20,000 4.6 years $60.50
$77.00 44,500 4.9 years $77.00
68,875 4.6 years $69.16 1,875  $29.06
SARs — Non-Employee
Directors
$29.06 9,250 1.2 years $29.06 1,750 $29.06
$48.00 10,000 2.5 years $48.00 3,000  §48.00
$54.25 10,000 4.3 years $54.25
29,250 2.7 years $44.15 6,750  $43.09
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For 2003, 2002 and 2001, the Company incurred compensation
expense related to SARs of $740,000, $481,000 and $1,223,000,

respectively.

On January 20, 2004, the Company granted SARs aggregating
50,000 units at a base of $77.50 per unit to non-employee
members of its Board of Directors on that date.

11. Retirement Plans

The Company contributes to multi-employer union pension plans,
administered by various trustees, which may be deemed to be
defined benefit plans. Contributions to these plans are based upon
negotiated wage contracts. Information relating to accumulated
benefits and fund assets as they may be allocable to the participants
at January 3, 2004 is not available. The Company’s total union
pension expense for all plans for 2003, 2002 and 2001 amounted
to $4,787,000, $3,086,000 and $1,165,000, respectively.
Contributions to the multi-employer union pension plan covering
the majority of the Company’s employees were suspended for two
months in 2003, six months in 2002 and twelve months in 2001,

The Arden Group, Inc. 401 (k) Retirement Savings Plan (the
“Company Savings Plan”) covers all nonunion employees of the
Company and its subsidiaries who have attained the age of 18 and
have completed at least one year of service. The Company Savings
Plan provides that, with certain limitations, a participating employ-
ee may elect to contribute up to 100% of such employee’s annual
compensation up to a maximum of $13,000 in 2003 to the
Company Savings Plan on a tax-deferred basis. The Company
made discretionary contributions to the Company Savings Plan of
$837,000, $806,000 and! $720,000 for the years 2003, 2002 and
2001, respectively.

The Company maintains a noncontributory, trusteed Stock Bonus
Plan (the “Plan™) which is qualified under Section 401(a) of the
Internal Revenue Code of 1986, as amended. Under the Third
Amendment to the Plan, effective January 1, 2002, no new
participants or contributions to the Plan are allowed. Existing con-
tributions must be invested in the Company's Class A Common
Stock with excess cash being invested in certain government-
backed securities. There were no contributions to the Plan in fiscal
years 2003, 2002 or 2001,

An employment agreement with a key executive officer provides
for annual retirement compensation equal to 25% of his average
base salary and bonus earned in the last three years prior to his
retirement. The Company has accrued its obligation under the
terms of the employment agreement. The Company accrued
$104,000, $348,000 and $273,000 toward this benefit in 2003,
2002 and 2001, respectively.

12. Multi-Employer Union Health Care Plans

The Company contributes to multi-employer union health care
plans, administered by various trustees, in accordance with the pro-
visions of various labor contracts. Contributions to these plans are
generally based on the number of hours warked. The Company’s
expense for these plans totaled $21,019,000, $11,927,000 and
$10,249,000 for 2003, 2002 and 2001, respectively.

Health care expense in 2003 reflects a $5,797,000 assessment by
the trust fund covering the majority of the Company’s employees
to pay health care claims and restore trust fund reserves depleted

during a labor dispute.
13. Income Taxes

The composition of the federal and state income tax provision
(benefit) is as follows:

(In Thousands) 2003 2002 2001

Current:
Federal $12,457 $ 7,420 $ 8,079
State 3,811 2,026 2,290
Total current tax provision 16,268 9,446 10,369

Deferred:
Federal (3,587) (73) (1,438)
State (1,358) (17) (499)
Total deferred tax provision (4,945) [C)] (1,937)
Total income tax provision $11,323 $ 9,356 $ 8,432

The Company’s deferred tax assets (liabilities) were attributable to

the following:

(In Thousands) January 3, 2004 December 28, 2002
Deferred tax assets:
Capital lease obligations $ 433 § 524
Accrued expenses 6,369 2,422
Deferred rent 1,822 1,539
State income taxes 1,174 758
Allowance for doubtful accounts 73 84
Other 1,243 729
Deferred tax assets 11,114 6,056
Deferred tax habilities:
Deferred gain on debenture exchange (3,177) (3,338)
Capital lease assets (172) (218)
Other (755) (434)
Deferred tax liabilities (4,104) (3,990)
Deferred income taxes, net $§ 7,010 $ 2,066

Reconciliation of the statutory federal rate and effective rate is as

follows:




(In Thousands, Except 2003 2002 2001
Percentage Amounis) Amonnt Rate Amount Rate  Amount Rate
Federal tax at

statutory rate $ 9,767 35.0% $8151 350% §$7.45 35.0%
State income taxes,

net of federal fax

benefit 1,603 5.7% 1,338 5.7% 1,224 5.7%
Other @7y (.1%) (133)  (.5%) (248)  (1.1%)

$11,323  40.6% $9,356 402% $8.432 39.6%

14. Leases

The principal kinds of property leased by the Company and its
subsidiaries are supermarket buildings. The most significant obliga-
tions assumed under the lease terms, other than rental payments,
are the upkeep of the facilities, insurance and property taxes. Most
supermarket leases contain contingent rental provisions based on
sales volume and have renewal options. The Company’s decision
to exercise renewal options is primarily dependent on the level of
business conducted at the location and the profitability thereof.

All leases and subleases with an initial term greater than one year
are accounted for under SFAS 13, “Accounting for Leases.” These
leases are classified as either capital leases, operating leases or

subleases, as appropriate.

Assets Under Capital Leases: Assets under capital leases are capital-
ized using interest rates appropriate at the inception of each lease.
Contingent rentals associated with capital leases in 2003, 2002 and
2001 were $428,000, $235,000 and $214,000, respectively, and
accordingly have been charged to expense as incurred. Following

is an analysis of assets under capital leases:

(In Thousands) January 3, 2004  December 28, 2002

Buildings:
Cost $ 3,058 $ 3,058
Accumulated amortization (2,636) (2,523)
S 422 $ 535

Future minimum lease payments for the assets under capital leases
at January 3, 2004 are as follows:

(In Thousands)

2004 $ 348
2005 347
2006 347
2007 246
Total minimum obligations 1,288
Interest (233)
Present value of net minimum obligations 1,055
Current portion (245)
Long-term obligations $ 810
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Operating Leases and Subleases: In addition to capital leases, the
Company is obligated under operating leases, primarily for buildings,
which expire at various dates through 2023. Future minimum lease
payments for all noncancelable operating leases having a remaining

term in excess of one year at January 3, 2004 are as follows:

" Deduct Net
Sublcase Rental
(In Thousands) Commitments Rentals Commitments
2004 $ 7,704 $ 602 $ 7,102
2005 7,454 597 6,857
2006 7,418 577 6,841
2007 7,200 381 6,619
2008 6,362 571 5,791
Thereafter 65,536 2,293 63,243
$101,674 $ 5,221 § 96,453
Reent expense under operating leases was as follows:
(In Thousands) 2003 2002 2001
Minimum rent $ 8,002 $ 8,301 $ 7,811
Contingent rent 2,043 1,277 1,389
10,045 9,578 9,200
Sublease rentals (1,673) (1,707) (1,696)
$ 8372 § 7,871 8 7,504

15. Related Party Transactions

At December 29, 2001, the Company held two notes receivable
with balances totaling $135,000 from an officer/director of the
Company. [n August 2002, the notes were repaid in full by the
officer/director. These notes arose from transactions in 1979 and
1980 whereby the Company loaned the officer/director money to
purchase shares of the Company’s Class A Common Stock at the
then fair market value. The notes bore interest at the rate of 6%

per annum payable annually.

A director of the Company is a partner of a law firm which

performs legal services for the Company.
16. Commitments and Contingent Liabilities

The Company has an employment agreement with a key executive
officer and shareholder which expires on January 1, 2006. In addi-
tion to a base salary, the agreement provides for a bonus based on
pre-tax earnings. No maximum compensation limit exists. Total
salary and bonus expensed in 2003, 2002 and 2001 was approxi-
mately $1,565,000, $1,379,000 and $1,294,000, respectively.

As of January 3, 2004, authorized expenditures on projects in
progress for the construction and purchase of property, plant and
equipment totaled approximately $3,242,000. Of this total,
approximately $2,383,000 has been contractually committed.



The Company and its subsidiaries are subject to a myriad of envi-
ronmental laws, regulations and lease covenants with its landlords
regarding air, water and|land use, products for sale, and the use,
storage and disposal of hazardous materials. The Company believes
it substantially complies; and has in the past substantially complied,
with federal, state and local environmental laws and regulations and
private covenants. The Company cannot, at this time, estimate the
expense it ultimately may incur in connection with any violations;
however, it believes any such claims will not have a material
adverse impact on either the Company’s consolidated financial

position, results of operations or cash flows.

The Company or its subsidiaries are defendants in a number of
cases currently in litigation, being vigorously defended, in which
the complainants seek monetary damages. As of the date hereof, no
estimate of potential liability, if any, is possible. Based upon current
information, management, after consultation with legal counsel
defending the Company’s interests in the cases, believes the
ultimate disposition thereof will not have a material effect upon
either the Company’s cénsolidated financial position, results of

operations or cash flows.

17. Selected Quarterly Financial Data (Unaudited)

(In Thousands, Except Per Share Dita)

Diluted
Gross Net  Net Income
Quarter Sales Profit Income  Per Share (1)
2002
First $100,560 $ 43,338 § 3,682 $1.09
Second 98,710 42,939 3,420 1.02
Third 98,207 43,030 3,218 96
Fourth 103,901 45,155 3,612 1.07
2003
First $100,364  $ 43,767 $ 2,785 § .82
Second 101,243 44,417 3,275 97
Third 101,898 44,910 2,985 .88
Fourth (2) 186,205 80,235 7,536 2.23

(1) Earnings per share is calculated using the weighted average outstanding shares
for the quarter.

(2) The fourth quarter results were favorably impacted by a labor dispute in the
Company’s trade area.
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18. Subsequent Event

The collective bargaining agreement with the United Food and
Commercial Workers (“UFCW”’), which covers the majority of the
Company’s employees, expired on October 5, 2003. Three major
grocery retailers covered under the expired agreement operated
under strike or lockout from October 11, 2003 through February
29,2004 when a contract settlement was reached. During the labor
dispute the Company operated under contract extensions. In
return, the UFCW agreed not to strike the Company. Gelson’s
remained open; its employees elected not to strike the Company.
The labor dispute resulted in a temporary shift in consumer
shopping patterns and a significant increase in the Company’s sales
and results of operations during the fourth quarter of 2003 and the
first quarter of 2004. The Company anticipates that with the
February 2004 contract settlement most former customers of the
three major grocery retailers will return to their previous shopping
patterns but that post-strike sales will be somewhat greater than
during comparable pre-strike levels as a result of the retention of
some of the new shoppers that came to Gelson’s during the labor

dispute.

Prior to the contract expiration, the Company agreed to be bound
by all modifications regarding trust funds and hourly wage rates as
negotiated between the UFCW and the three major grocery
retailers. In late February 2004, employees of the three major
retailers ratified a new labor contract. The new contract provides
for, among other things, a new two-tier employment structure,
elimination of health care maintenance of benefits provided for
under the prior agreement and bonus payments in lieu of wage
increases. In a vote held on March 24-25, 2004, employees of the
Company who are members of the UFCW ratified a new labor
contract on terms similar to those reached by the three major

grocery retailers. The new labor contract expires in March 2007.




rzronv o= Independent Auditors

ARPEN GrRouUP, InNc, AND CONSOLIDATED SUBSIDIARIES

To the Stockholders of Arden Group, Inc.

| nour opinion, the accompanying consolidated balance sheets and the related consolidated statements of operations and

f comprehensive income, stockholders’ equity and cash flows, present fairly, in all material respects, the financial position of Arden
L Group, Inc. and its subsidiaries at January 3, 2004 and December 28, 2002 and the results of their operations and their cash flows
for each of the three years in the period ended January 3, 2004 in conformity with accounting principles generally accepted in the
United States of America. These financial statements are the responsibility of the Company’s management; our responsibility is to express
an opinion on these financial statements based on our audits. We conducted our audits of these statements in accordance with auditing
standards generally accepted in the United States of America, which require that we plan and perform the audit to obtain reasonable
assurance about whether the financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements, assessing the accounting principles used and significant estimates
made by management, and evaluating the overall financial statement presentation. We believe that our audits provide a reasonable basis

for our opinion.

?(L@@Z/@% LLP

Los Angeles, California
March 12, 2004
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Directors and Officers

ARDEN GROUP, INC. AND CONSOLIDATED SUBSIDIARIES

Board of Directors Availability of Form 10-K

Bernard Briskin, Chairiman of the Board, President and A copy of the Company’s Annual Report to the Securities
Chief Executive Officer, Arden Group, Inc. and Exchange Commission on Form 10-K for the year ended

John G. Danhakl, Partner, Leonard Green & Partners January 3, 2004 will be provided upon written request to the

Robert A. Davidow, Private Investor Assistant Secretary, Arden Group, Inc., P. O. Box 512256,

Kenneth A. Goldman, Attorney and Partner, Reed Smith LLP Los Angeles, California 90051-0256.

Steven Romick, Investment Advisor, Senior Vice President of

First Pacific Advisors, Inc.
Ben Winters, Business Consultant

Audit Committee
Ben Winters, Chairman
Robert A. Davidow
Steven Romick

Compensation Comimittee
John G. Danhakl, Chaiiman
Robert A. Davidow

Ben Winters

Investment Committee
Robert A. Davidow, Chairman
Bernard Briskin

John G. Danhakl

Steven Romick

Ben Winters

Nominating Committee
Ben Winters, Chairman
Bernard Briskin

John G. Danhakl

Dividend Information

Common Stock:

In August 2003, the Company established a regular quarterly
dividend of 25 cents per share on Class A Common Stock and
22.5 cents per share on Class B Common Stock. Other than the
declaration of such regular quarterly dividend in August and
November 2003, no dividends were declared on either Class A
Common Stock or Class B Common Stock during 2003 and
2002. Cash or property dividends on the Class B Common Stock
are restricted to an amount equal to 90% of any dividend paid on
the Class A Common Stock.

Transfer Agent
Continental Stock Transfer and Trust Company,
New York, New York

Trustee

7% Subordinated Income Debentures:
U.S. Bank Trust National Association,
Los Angeles, California

Market Data
Arden Group, Inc. Class A Common Stock is traded over-the-
counter in the NASDAQ National Market System. There were

Kenneth A. Goldman 1,110 holders of record of Class A Commeon Stock and 9 holders of
record of Class B Common Stock at January 3, 2004.The high and
Officers low sales prices of the Class A Common Stock the past two years,
Bernard Briskin, Chairman of the Board, President and by quarter, were:
Chief Executive Officer
David M. Oliver, Chief Financial Officer Price Range 2003 2002
Patricia S. Betance, Assistant Secretary First High $61.86 $69.95
Douglas Freund, Vice President-MIS Quarter Low §50.95 §57.00
Brenda McDaniel, Senior Vice President-HR and Second High $62.00 $67.50
. , Quarter Low $53.22 $ 52.00
Insurance Administration
Third High 8 64.75 $63.49
Quarter Low $ 57.15 $51.51
Corporate Offices -
. . Fourth High $ 80.98 $61.75
2020 South Central Avenue, Compton, California 90220 Quarter Low $61.25 §51.20

Telephone number: (310) 638-2842
Facsimile number: (310) 631-0950




